[--- Whable To Translate Qaphic ---]

WORLD BANK ECONOMIC INSTITUTE

SPEECH DELIVERED AT THE

INTERNATIONAL CONFERENCE ON FIGHTING CORRUPTION

PLENNARY SESSION:

Economic Governance, the Private Sector
and Corruption

PRESENTATION BY DANIEL KAUFMAN-N

Wednesday, February 24, 1999

[TRANSCRIPT PREPARED FROM A TAPE RECORDING]



[--- Unable To Translate Gaphic ---]

PROCEEDINGS

MR. STUART EIZENSTADT [US Under-Secretary of State, who chaired
this plennary sesson in the Conference]:

Let me introduce the spesker, Danid Kaufmann, who heads the Governance, Finance and
Regulatory Reform Group a the World Bank Inditute. He will spesk about demand sSide
of dructurd reforms and the use of these new diagnostic surveys.

He is consdered a leading expert and advisor in the field of governance.
He has published widey on academic and policy issues and [inaudible] new empirica
methodologies with his colleagues & the World Bank and with academics.

He previoudy served in a number of postions for the World Bank and was
a vigting scholar a Havard Universty where he provided policy advice to emerging
economies and concentrated his research on empirica assessments of causes and
consequences of corruption and methods to improve governance.

A Chileen nationd, he received his PhD and Master's degree of economics
a Havad and a BS degree in economics and daistics from Hebrew Universty in
Jerusaem.

We redly have the pleasure of hearing one of the genuine experts in this
aea who agan has developed some very innovative diagnogtic tools dong with his
colleagues a the World Bank.

Daniel.

MR. KAUFMANN: Actudly | an humbled, not only by your comments,
but because much of wha we have done has redly been done in partnersnip with many
others. | see many faces here; | am particularly encouraged to see that there are people
here today who represent some of the work that we have been doing in partnership with
emerging  economies.

| think that what | am going to say could be said more eloquently by some
of my friends, whom | see among the well-recognized faces.

| am going to be very frank, and | am known in generd as being quite
frank. So | hope you won't mind, and for the sake of stimulating the discussion, | will
dart with two quick anecdotes. One just happened to me.

Let me start by saying that | truly believe that we are making progress in
the dtruggle again corruption. | came here by cab and when we arived here the driver
asked me “What is going on here? All these huge cars and big guys? Who is in town?'
When | explained what the conference was about he couldn't stop laughing--he thought it
was totdly ridiculous. This is a good example of the credibility issue we dl face. The
regular man in the dreet feds a great ded of Skepticism about the topic.

And | have adso been recently humbled about my own emphasis on
empirics. | am a hig beiever in empirics and fully redlize that it is a complementary tool
to many others. But here we look a data dl the time and we andyze it profoundly.
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As Steve said before, | an from Chile and | am very proud of it. Usualy, |
refer to Chile as an example of an emerging country tha is doing better in terms of
corruption and incidences of bribery than are many OECD countries. The data spesks for
itself. Botswana and Chile appear better datisticdly than do many OECD countries.
However, | was humbled recently when a Chilean Olympic officid was named during the
Olympic scandals. It was a tough reminder that there is, after al, no country without
corruption, including the United States. There is no room for complacency.

| am now going to go through the list of causes and costs of corruption that
have been mentioned before. They are well-known dready. But | am going to be much
more focused on a number of points, and only mention that one of the consequences of
corruption that we are becoming more and more panfully aware of is how it corrodes
particular indtitutions both in the public sector as well as outside of it.

But, in paticular, given the topic of the conference today, | would like to
suggest the importance of also looking a the consequences of corruption in generd in a
country in which there is inditutiona corroson of the judiciary and of the security
apparatus.

Why is that important? In my view, it is important because before we can
think of the judiciary and security inditutions as part of the solution, we have to
acknowledge that in many parts of the world they are aso pat of the problem.

By first acknowledging that, we have to begin thinking about how to
address the fact that they are part of the problem. Before we do that, we cannot think
about them as part of a solution.

That leads me to three quick interrelated points that | wanted to make from
this perspective, coming from one who works on and origindly comes from an emerging
economy.

In terms of issues of enforcement, where much of the emphasis is today,
tomorrow, and the day after, enforcement issues are obvioudy very, very important. But
let me suggest three points for debate.

One is lateness. Enforcement comes late in the stages of a corrupt
transaction.  So instead of focusing or catching a few big fish that bite a lot, we have to
firs think that in a place where many people are bresking the law, how can that be
prevented in the first place? How can we make sure that the people, citizens, and
officids are not bregking the law?

This immediately suggests that the task a hand in terms of prevention and
education is a least as daunting and as important as the enforcement process and should
complement it

Second, is the issue of complementarity. So, the first issue is lateness. The
second is the complementarity with large fundamenta political and public  sector
management  reforms. Let's face it, the notion of working to improve judiciary and
security indtitutions is predicated on two assumptions, two premises -- first, a transparent
and effective political process, an open political process, and second, an effective and
functional public sector management system as a whole.
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Let's be frank, in many settings these assumptions do not hold. So as long
as these assumptions do not hold, the overly-narrow focus on security and the judiciary is
not going to work. One has to begin by looking a broader challenges in terms of a need
for inditutional, economic, and politica reform.

In terms of our inditution, the World Bank, we do not get involved in the
political reform process, but we do get involved with ingitutional economic reforms.
There are a number of programs in many countries that assist the reform efforts.

A third interrdlated point is one of privatization and sequencing. It is
relatively easy nowadays with al we have learned about corruption to set-up a powerful
presentation with seven main components of an action program on corruption, with each
component having six sub-components, and that makes forty-two, a list of forty-two
daunting tasks which need to be done in the next fifteen months. That is not doable, that
IS not implementable. And & the end, because of the politicd and inditutiona
congraints, nothing happens.

So it is extremely important to be redigtic in this area and suggest the four
or five key priorities in each country that one has to dart with. And from my experience
of working with so many partners, one thing is very clear -- those priorities change from
country to country. One needs a country-specific type of work and prioritization as a
result.

That leads to the next point-- getting beyond these generd remarks and
saying these are the man components of a strategy-and indtead asking a much tougher
question: What is meaningful process that would lead to red action, to red results?

And from our experiences where we have been observing and working
with partners in emerging economies, let me suggest three interrelated aspects. Once
again, this comes from the perspective of an emerging economy.

One point was mentioned before- coditions, coditions of civil society
involvement, the need for some combination of politica will, & least a few champions
within government that want reforms to happen. The private sector aso needs to be
involved.

An interesting example of a codition in this case is the far-reaching reform
that has taken place with the police force in Colombia under Genera Serrano. He has
bascdly achieved an enormous amount not only by interna reforms within the public
sector, by using civil society in a very effective way, but by creating more monitoring
boards and utilizing services in other ways.

So even police forces in some areas of the world are using a broad and
participatory process to engage in reforms.

The second point | want to make is the power of ad and the power of
empirics- that has been mentioned before. | will eaborate a little bit in a second. But let
me just say that this is not a managed research tool, but it is a very proactive tool not only
for awareness but for red action as well.

And third is the need to think in each particular setting of the type of
innovative inditutional response needed to complement the conventiona response, going
beyond traditiond rule of law type of approaches, like dternative dispute resolution



(--- Whable To Translate GQGaphic ---]

mechanisms adapted to particular countries. This seems to work in countries where the
official rule of law in inditutions is dysfunctiona, for instance.

Televison programs throughout Latin America are the equivaent of
people’s courts here, but are much more adaptive, and show the population what a court’s
proper function is in a highly disseminated, powerful way.

Vice Presdent Gore mentioned public procurement mechanisms this
morning. In one Latin American country, the Governor of a particular province
undergoing reform was very, very nervous about seeing a particular contract bid for a
major procurement contract for computers. He decided to have a public audience, and
brought in experts on computers and on that type of technology, and the costs, not of the
bidding process itself, but the costs of setting-up the rules of the game in a proper
fashion.

After the public audience took place, after the rules of the game were
completely redrafted, the costs went down by about 80 percent. There was an enormous
difference in terms of results once the public got involved.

That is certainly an example of a marriage between the power of daa, civil
society involvement, and innovative inditutional gpproaches- which we very much need
in this area

Let me move forward now to the particular tools that have been mentioned
in terms of new diagnogtics utilized within countries. First of dl, | would like to
emphasize the point that this is only one tool kit and one gpproach and one input within a
much broader set of instruments and goas and it should by no means be used in isolation.
That won't work.

And secondly, it is very much done in partnerships. We suggest the
methodological approaches, a set of questionnaires; we can provide technica assistance
but ultimately the partners in the countries themselves, the partner ingtitutions and the
others involved completely teke over the implementation of the process which we support
to the extent needed. But it is very much a demand driven process led by the country
itself. The countries request that.

Let me make five points about the new diagnostic empiricd tools. We
firs start by looking a the worldwide database and & an andyss of the worldwide
database that we dready have a our disposa before we even do the in-depth diagnostics
within a country.

We have been gathering a lot of data that dready exists from surveys,
from international comparisons and S0 on, aso data on the correlates in an inditutional
environment, regulatory areas and o on.

That dlows us to begin seeing what a country is like in a comparative
sense within the region, mixed with the other regions and so on. And it dlows us to
identify what we cdl the early warning flag. Is the problem in this area as opposed to
that area, a least in a comparative sense?

That is not enough for action, but it a least provides a very important
guide for what should be the focus during the in-depth diagnostic.
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In some countries one dready knows beforehand that the regulatory
environment that acts as a condraint in some countries and is related to corruption, is not
actually a condraint in this particular country. It is, rather, the judiciary. So one can
dready direct the diagnogtics in that country.

Then, the in-depth diagnostics take place in conjunction with a lot of field
work and adaptation within the country itself. After that -- and | will say something
about the diagnogtic -- but after that a major workshop takes place, with hundreds of
people from civil society, government, NGOs, and so on. After the data has been
analyzed, working groups prepare draft action programs in each area of reform. The
objective is that by the end of the workshop an announcement is to be made by the
leadership, as has been done in the case of Bolivia, about the types of action programs the
leadership is committing itself to and that will be implemented. It is in generd a very
integrated civil society participatory process.

What do these diagnostics try to measure? First, they not only measure
the type, extent, and cause of corruption -- misgppropriation and diverson of public
assets and resources, how much corruption in cases of procurement, for instance, how
much for bribery, for obtaining licenses or regulations and other goodies like telephones
and 0 on, the cost of public postions and jobs, judiciad outcomes, and then bribes for
public service delivery of the most basic nature, as we heard from Jeremy Pope of
Transparency  Internationdl.

That leads us to anayze the causes of corruption in a number of aress. For
ingance, we have found that in a number of Eastern European countries the poor bear a
disproportionate cost of corruption in terms of public service delivery. They end up
paying more for bribes as a proportion of their income, than do better-off people. The
same holds true with firms,

Also, one can measure the tax equivalent cost, as was suggested in the
morning. In some countries we have seen tha enterprises are paying between 15 to 20
percent of their totd revenue, which is an enormous amount if the government were
instead to get rid of corruption.

That not only suggests the cost of corruption for those firms, but it is aso
a powerful message for Minigters of Finance as to how much revenue they may be
foregoing because of the existence of corruption.

We can send the same message by asking a lot of questions about how
much they would be prepared to pay if regulations were dtreamlined. So it is a way of
measuring costs throughout the public sector, and not only about corruption.

In terms of the types of surveys that are done, there are three independent
types of surveys. One, for households and citizens, a second for firms, and a third for
public  officials.

This is complemented by harder data, harder data that can come from
customs anaysis in terms of customs receipts and a comparison of procurement prices
which reveds enormous differences, for example in different types of hospitas. This is
then complemented by focus-group discussions to find out what is behind many of the
problems identified by the empiricd diagnodtics.
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Just a few more characteristics of this approach, in terms of the rigorous
questionnaires that are given out as opposed to the old-style questionnaires which used to
be used. They asked for opinions and genera questions, like “In your country do you
believe that there is a lot of corruption or a little corruption and please answer on a scde
of one to five?” This is interesting, but it is not very useful for policy.

Here, the questions are often exponentid in nature. Firms, citizens, and
public officids are asked about actua experiences using dollars, and cents, and with
percentages. Basicaly they relate to actua expenses that they have been observing,
without incriminating anyone-it is totaly anonymous and the question is never “How
often did you do this?” But rather, in a Stuation like this, where you work, how prevaent
isA,B,CorD?

Vey rigorous technica requirements for implementation and anaysis of
quaity control ae important for successfully implementing this approach. We have had
good experience with locad partners who are very quick in absorbing this technology and
we expect that over time they basicaly will run with this done and will do many more
surveys, and will monitor them over time.

There is dso a conceptua framework behind it, with a much broader focus
on corruption. | mean, ultimately, one wants to understand the incentive structure, and the
sets of carrots and gticks that drive this type of behavior. Sometimes in the public sector
there are obvioudy many officia rules of redraint that come from the procedures, from
the guidelines, from the laws. But they are weakly enforced, if enforced a dl, and
indead what prevails are more informa rules and other rules of behavior both in the
public sector and outside.

And so the challenge is to understand through this type of study the
driving force behind this actua behavior and from that to suggest what makes sense in
terms of reform.

For further detalls, there are papers available on that topic outsde. And |
would like to just move to a summing-up of the overal points that were made here.

Firdgt, what is important is codition, of the civil society, the private sector,
and the government. And as Maria Lavanastao [ph.] mentioned before, what comes out
very clearly from the data itsdlf is that there is a logic of collective action. Basically,
everyone is saying very, very, clealy how much they are losng collectively because of
corruption.  That does not mean that each individua firm has reacted done in saying no
to bribery. There is a red logicd collection action between themselves and the different
groups.

The second point here is the importance of rigorous empirics as a powerful
tool to empower coditions that function as an input to the action programs. The
expression in English is “sunlight is the best disnfectant.” And much funnier, but | don't
know if there is an appropriate expression in Spanish, the equivdent one | found is that if
corruption could sign, we will need eectricity.

[Laughter.]

MR. KAUFMANN: |t sounds better in Spanish, but it serves to suggest
how much of a problem we il have in some other places.
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The third point here in summing up is the crucid importance of focusing
on prevention—Dby looking a the incentive structure, and systemic reform of an
institution, as was mentioned before by Stuart Eisenstadt and others.

Fourth, the importance of ingitutiond innovations. Not just traditiond
approaches done or Western implants of taking the same type of agency that has worked
in a country in the OECD and transplanting it to an emerging economy. In many cases an
implant will not work in isolation for the reasons we discussed before.

And fifth, we need to think beyond diagnogtics itself. Bascdly, let's look
a the diagnostic tools as one of a number of inputs. We heard this morning adso from the
Presdent, Mr. Wolfensohn, that it is absolutely crucid to start with real actions and
credible reforms and then to move beyond diagnosis. Actions and reforms dtart a home. |
was very pleased to hear how he announced very, very frankly that there are dso
problems in that context within the World Bank, a few cases, but even a few cases is a
few too many.

Ultimately we have to recognize that corruption is a symptom; it is a very
important and damaging symptom but is a symptom of an underlying systemic weakness
of the state. We think that it is very important to recognize that ultimately the assstance
that we can give to countries may not be yet another anti-corruption campaign.

There have been so many anti-corruption campaigns around the world, and
each time with a number of people locked up, and then not much happens, and obvioudy
that is insufficient. So | think we have to aso concentrate on serious inditutional reforms
like setting examples for procurement, deregulation and the whole program of
inditutiond  reform in - Bolivia

Indeed, in Ecuador we found customs adminidration reform; in Latvia tax
adminigration reforms, civil service reforms in Albania, Yemen, and in Uganda;
procurement reforms in five other countries; and deregulation in seven or eight other
countries we are working on where it is made explicit in the loans, that one of the main
objectives is to address corruption, however, it is mainly addressed to the systemic
weaknesses.

| think it is very important to have a note of humility and sober
expectations again. | think -- and | detect that a lot of progress has been made compared
with only two or three years ago -- but it is only the beginning.

The problem of corruption around the world is daunting. Smashing
success cases basicaly don't exist, not recently, maybe they do in particular ingtitutions
but there are no major countries that have made enorrnous, enormous progress in a short
period of time. That is impossble, to begin showing results even with the utmost political
will which is absolutely crucid, taking our assessment between five and ten years.

So for the long haul, we have to have redigtic expectations and, above al,
ultimately the respongibility in terms of politicd will to sustain these reforms, and
continuously work towards that and to involve civil society. We believe that it is dso a
politicaly smart type of agpproach.

| am encouraged to see that there are some very important members of
civil society here, but | am very curious to see the breskdown, because | understand that
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for each country it was voluntary how many civil society members to bring. | detected
that a number of countries see civil society as the oppostion rather than as a potentia
patner in fighting this problem.

This problem is not like building a dam or another type of project. It is
absolutely crucid to involve the population, but, more specificaly, paticular groups
outsde the government and the private sector that can be enormoudy powerful in helping
address this problem.

Thank you.

[Applause]




New Diagnostic Empirical Tools to Address
Corruption:

Methodology, Data, Knowledge Sharing,
and Coalition-Building

Background for Plennary Presentation

at VicePresident Gore AntiCorruption Conference
February 24th, 1999

Washington, DC

Daniel Kaufmann and Colleagues
World Bank Institute in Collaboration with
DEC-ECA Prem LAC




Coalition-Building and Diagnostics for Addressing Corruption
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New Diagnhostic Empirical Tools
Basic Approach

@Worldwide Database and Analysis as departure
@Determinants of Corruption: Cross-country “flags”

% -Depth Diagnostics and Analysis within country
Workshops and Action Program Design

@Integration with Civil Society Participatory process




Salient Features of the New Diagnostic Tools

. Multi-pronged: households, firms and public
officials [‘triangulation ’J, complemented by
hard data.

. Experiencial (vs. ‘opinions’/generic)

Specially designed and tested closed questions

.  Conceptual framework: broader focusthan
corruption

. Rigoroustechnical reguirements for
Implementation and analysis.  how to work with

partnersin implementing, etc.




Country Governance Empirical
Assessment

Measuring the type and extent of corruption:
. Theft of public assets and resources
. Sale of licenses and regulations
. Sale of judicial outcomes, law enfor cement
. Bribes for service delivery

Data sour ces.
. Firm-level, household, and public officials surveys
. Estimates of unofficial economy
. Customs data, procurement prices
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Developing and Implementing
an Anti-Corruption Strategy




Beyond Mapping, Costing and Diagnosing Corruption:

How to elicit Operational Data for Program Design?

In Surveys of Public Officials, focus on Measuring:

Incentive Structure

. Official Rules of Restraint and their Weaknesses
. Informality within the Public Sector: actual rules of behavior
. Actual Performance of Public Sector Agencies

. Public Service Délivery
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A I\/IuIti-Eronged Stratgx for Combating CorruEtion

Ingtitutional Reforms:
+Customs

@Transparent  privatization
* Government reform

Civil Service:

*Pay

®  Restructuring
*Meritocracy

Economic Policy:
sDeregulation

® Tax smplification
*Budget Reform

V'

Financial Controls:
*Audit/Financial Management
*Procurement Reform
*Measuring Procurement Costs -
*Financial Regulation
*Corporate Governance

~

L egal-Judicial:

* Independence/Restructuring

® Meritocratic Judicid Appointments
*ADR Mechanismg/Alternatives
*Improved Law Enforcement

Public Oversaght and Civil Society
*Civil society/Media Participation

® “Power of data”/Empirical Surveys
*Independent agency/NGO

*Parliamentary  Oversight

ECA and Associates
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Summing Up

|. Collective and Participatory Action: Logic

2. Rigorous Empirical Evidence Does Empower

3. Focus on Prevention and Systemic Weaknesses
4. Ingtitutional I nnovations (non-western.. .)

5. Beyond Diagnostics: Prioritized Action Program

6. I nstitutional, Regulatory and Financial Reforms
/. Humility and Realism




Examples of Ongoing Bank-assisted Reform Programs:

. Customs Administration (Guinea-Bissau, Ecuador)
. Tax Administration (L atvia)

. Judicial Reform (Albania, Guatemala, Morocco)

. Civil Service Reform (Albania, Yemen, Uganda)

. Procurement reform (Benin, Georgia, Colombia)

. De-licensing (Georgia)

. ‘Institucionalidad’ (Bolivia)
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Challenges in the Next Stage
of Anti-corruption

Daniel Kaufmann

tisa Thursday in October 1994, at the Kiev World Bank Resident

Office weckly roundtable debate with the media, public officias
and civil society. The topic this afterpoon in this participatory post-
Soviet fora is the ever-latent potential for economic reform and re-
covery. The newly appointed Vice-Prhmicr in charge of the Economy,
arelormist, isengaged in a heated discussion on the government in-
tentions 1o reform, arguing that thistime it isin carnest. The skepti-
cism among many of the roundtable participants is palpable, and
made rather explicit when one participant reminds the group of the
continued poor record, in implementing reforms—since indepen-
dence inlate 199 1, in fact.

Onc of the most prominent journalists in the country challenges
the Vice-Prcmicr by pointing out that nomatter what macroeconomic
reforms the new Cnbinct manages o implement, the prospects for
growth remain dim. This, the journalist cloquently states, is because
growth will only come from a thriving private sector. Yet no such
prospects cxist, hc says, because of Ukraine's private Mafia, which
extracts a high toll on any private enterprise.

The nesw Vice-Premicr calmly concurs with the need to focus on
small eaterprises in the emerging privntc scctor, Furthermore, hc
agrees that there is a private Mafia, which extracts a“tax” from pri-
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vate businesses. But he then takes an exception of sorts, stating that
he has made “back of the envelope” cal culations suggesting that on
average such “tax” extracted privately by the Mafia is about 10 per-
cent of afirm’'s revenues. This, while far from negligible, he contin-
ues, pales in comparison with the predatory behavior of the “govern-
ment Mafia” His quick cdculations indicate that such a “tax” by gov-
ernment officials and politicians on the private sector exceeds50 per-
cent!

Four years have since elapsed. Unfortunately, recent accounts
suggest that such a depiction may still be relevant, and not only in
Ukraine. The challenge of addressing government predation is not
universal, but it is ubiquitous. At a much deeper level, however, itis
worth pausing to consider the subtle wisdom in that Thursday’s
roundtabtc response by the then Vice-Premier and ask whether the
hidden advice has been heeded, or whether much of the challenge
still remaing to be addresscd.

Upon reflection, there was a basic wisdom in his understanding
of the power of transparency in a participatory public forum’, ad-
mitting to such basic government fallibility so carly in the post-So-
viet era in the context of an open debate with ciyj] society and the
media. He also showed unusual foresight in conceptualizing corrup-
tion as a public sector developmental challenge, rather than merely
as a private crimina activity. Additionaly, hc implicitly challenged
us to quantify the problem at hand; generalized pronouncements on
harm inflicted by one factor or another would not suffice, He had
exemplified that non-empirical assertions diverted attention from the

, true problem-such as blaming the private Mafia instead of preda-
tory politicians and bureaucrats.

And last, yet not least, he was hinting ai the desirability of an-
choring the understanding ofcorruption within a seemingly uncon-
ventional discipline, namely public finance—perhaps unwittingly
challenging the many prevailing writings on institutional and legal
“fixes,” or the myriad of soft ethical exhortatiohs. |n one bold stroke,
by framing the problem in terms of “tax burden,” he suggested that
WC examinetaxation, bribery, dwindling public revenues, and absence
of rule of law in an integrated fashion. He was challenging us al| to
address corruption on a sounder analytical basis.

NEw PerspecTives ov Compating CORRUPTION
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‘igure | : Bribery and Civil Liberties
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Undoubtedly, there has been progress in the struggle to combat
corruption in many corners of the world, particularly due to the lead-
ership and concerted awareness-raising efforts by organizations such
as Transparency International, complemented by many domestic
groups and other organizations over the past few years. Asthe writ-
ings in this compendium illustrate, knowledge on this crucial issue
has advanced in recent times. Y et the lion’ s share of the broad chal-
lenge posed by the Ukrainian Vice-Premier’s “salvo” four years ago is
still before us. Participatory approaches still require more rigorous
integration with concrete reforms of incentives, systems and institu-
tions. And the role of in-depth and detailed empirical work needs to
be furthered, while bribery and corruption need to be examined
within a broader analytical framework-be it within public finance
or other free-standing established disciplines, or through an inter-
disciplinary approach.

In this article, we discuss four broad challenges emerging from
the lessons of our recent collaborative work, and illustrated in the
above anecdote. These challenges share in common the “primacy of
empiricism:;’  Yet since the growing field of empirical investigation
into causes, consequences and “cures’ to corruption is still in itsin-
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fancy, the intention here is not to present definitive answers, but to
raise questions and issues on upcoming challengesin the field.

I. The Unfinished Agenda of Civil Society Participation
The growing involvement of civil socily and NGOs in the fight againgt
L corruption is an undisputed fact, asis their role in increasing aware-
ness and mobilizing support. But the progress is far from universal.
The problem is that such involvement presumes a certain level of
organization of civil society as such, i.e. the existence of civil society
as a partnership or community sharing a common good or goal. Fur-
ther, it is often taken for granted that civil society is not only sophis-
ticated, but that it also operates in an environment where civil liber-
ties are safeguarded. In many countries neither of these assumptions
holds. Yet the evidence is clear about the importance of civil liberties:
current empirical research indicates that countries with improved civil
liberties are significantly more successful in addressing corruption
(see Figure 1)-even after controlling for other determinants
(Kaufinann and Sachs 1998). '
Consequently, a mgor chalenge for the next dage will be to pro-
mote approaches for civil society to operate more effectively where

Figure 2: What Do ElitesView as Crucial Impediments
to Development?

Pusiic Sector Corruption
Ineflective Government [nstitutions _
Ineflective State Enterprises NSRS
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Undeveloped fiencial - Institutions -
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Figure 3: Women’s Rights and Corruption
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there has been little tradition of so doing, and where civil liberties
have not been fully guaranteed. In this paper we do not provide a
full-fledged answer to such a chdlenge. Empirics hep us, however, to
raise six particular dimensions for further debate.

First, the need to recognize and fully utilize the “power of data
and technology” as crucia instruments to help mobilize civil society
and apply pressure on political structures. Technology today allows
for sophisticated and rapid dissemination of data and empirical analy-
sis. For instance, well presented and simple comparative chartsillus-
trating findings on corruption can help mobilize and give voice to
previously silent and disparate citizenry groups. The impact can be
even greater where data dissemination is based on in-country, in-
depth diagnostic surveys of enterprises, households and public offi-
cials. The follow-up to such technocratic diagnostic work are often
public workshops and focus group discussions held in the country.
When complemented by the involvement of the media and various
societal stakeholders, these events serve to build momentum and
spearhead new levels of activity by civil society and NGOQs.?

Second, and seemingly paradoxical, many in the public sector
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can become significant allies-however silently at first- in address-
ing corruption. Many public institutions may be afflicted by corrup-
tion, yet within them are caring and honest individuals -including
some in high positions-who, with the right encouragement and sup-
port, are prepared to address the corruption in their midst. Particu-
larly in settings where civil society is not fully developed, collabora-
tion between reformist public officials and NGOs may be particu-
larly productive.

In fact, survey results from over sixty countries, does suggest a
remarkable degree of consensus between civil society and the pub-
lic sector regarding the severity of the corruption challenge (Figure
2). Both civil society representatives and government officials were
of the view that public sector corruption, and related to it, ineffec-
tive government institutions and state enterprises, pose the severest
obstacles to development and growth in their countries. They both
also concurred on the need and feasibility to take action to combat

corruption, and explicitly agreed on what particular measures, i

taken, are most likely to help control corruption.’” Indeed, incipient
NGOs and activist citizens can build coalitions with reformists
within government who are prepared to take action. The interna-
tional donor community can in turn support their pursuit of com-
mon objectives.

Third, the empowerment of women to mobilize civil society, and
particularly in the context of anti-corruption, needs further atten-
tion. Data analysis suggests that where women's rights are restricted,
corruption is more prevalent (figure 3). While the statistical signifi-
cance of this relationship requires further testing, this link may prove
to be important. Isit that the lack of women’s rights is an important
“proxy” for the absence of overall civil libertiesin a society? Or isit
that women’s participation can have a particularly inhibiting effect
on society’ s tolerance for corruption?

Fourth, new tools and insights are emerging regarding partici-
patory approaches to awareness raising and mobilization of support
for governance and against corruption. A number of these tools, in-
sights and approaches have recently been explored by others, such as
Transparency International national chapters, NGQs in India (such
as the citizens “scorecard” approach), etc,
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:Igure 4: Government’'s ideology and Corruption
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Fifth, the intricate linksbetween politics and civil liberties needs
to be better understood in order te deepen our understanding of the
roots of corruption. The degree of political liberties, i.e. democracy,
is found to have a positive correlation with improved control of cor-
ruption, yet the relationship may be less potent than in the case of
civil liberties. Where executive political will exists, the role of NGOs
and civil society may be akin to being partners with government in
the implementation of anti-corruption programs. Where such po-
litical will is absent, civil society’ srole takes a different dimension; it
may need to engage in strategies fostering the politicians' and
leaderships’ willingness to reform.

Findly, how reevant is it to condder the politicd ideology of the
ruling government in addressing corruption? Just as empirics can
educate us in what may be important linkages to corruption, such
dda andyss dso helps debunk notions conventiondly held but rarely
submitted to empirical tests. In fact, reviewing the evidence we find
that a government’ sideology is not arelevant parameter; on average
thee is no diffeence in the extent of corruption whether the govern-
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ment is classified as having aleft or right wing ideology (see Figure
4). The challenges lie elsewhere, as suggested préviously.

I1. The Challenge of Convergence between Process and Substance:
Integrating the Participatory Process with Concrete Institutional
‘Reforms

For too long we economists underestimated the central importance
of participation in development. We regarded it as a “soft” notion,
not subject to rigorous treatment or measurement, and at timesdriven
by “politicaly correct”agendas. We proved mistaken. The evidence is
clear that participation in developmental projectsis key. Furthermore,
there have been advances in the analytical understanding of partici-

patory processes. In the context of anti-corruption efforts, major
strides are taking place in developing and applying a well-structured
“teclinology” to grass-roots participation. Such “technology” contin:
ucs to develop as the process of awareness-raising and mobilizing of
civil society spreads.

Parallel strides have been made in the understanding of economic
and institutional reforms. Further, there is growing awareness of the
relevance of such broad economic and institutional reforms in con-
trolling corruption. Even compared with a few years ago,there is a much
better grasp today of the extent to which corruption is a symptom of
fundamental  inditutionl  weaknesses. Thus insted oftackling such a
symptom with anarrow intervention designed to “eliminate”(or sup-
press) it, increasingly it is understood that the approach ought to ad-
dress a broad set of fundamental institutional determinants.

However, in spite of these important advances in both process
and substance, these have largely proceeded in parallel, each one pro-
moted by different groups with different views (and expertise) on
what is important for anti-corruption.The challenge of convergence
between both views has barely begun. Yet in reality these two ap-
proaches are essential complements to each other, not substitutes.
Any participatory process, however sophisticated, ought to lead to
concrete results beyond enhanced participation and heightened aware-
ness. Equally important, the implementation of institutional reforms
can benefit significantly from the particular participatory process that
has been developed for anti-corruption.
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It would be essy to pay“lip saviceg' to integration by merdy hav-
ing the “process” advocates be responsible for the first stage of any
given anti-corruption initiative, whereby awareness-raising workshops
are carried out first-and only subsequently the institutional reform
experts are brought in. Thiswould be amistake: the challenge of con-
vergence and integration’ necessitates the work of interdisciplinary
teams from the outset. Such teams ought not necessarily be stacked
with “anti-corruption fighters’, but with experts in participatory ap-
proaches, survey techniques, legal and institutional reforms, customs
and tax administration, and the like.

Identifying the key institutional reforms in each particular
country that undertakes this challenge, and mobilizing support for
such reforms, ought to be fully integrated into the participatory
process from very early on. Such early integration is likely to pro-
mote a better balance between prevention and enforcement mea-
sures in addressing corruption. Until recently, the pendulum was
firmly in the “enforcement” corner. The gradual swing towards the
middle ground has taken place due to the recognition of the limita-
tions of ex post legalistic enforcement measures-particularly in
societies where rule of law institutions themselves are currently part
of the corruption problem.’

Increasing attention on prevention within a country requires a
detailed review of the incentives and opportunities that lead to cor-
rupt activities. This will include carrying out in-depth empirical di-
agnodtic surveys and broader inditutiond  andysis. In turn, this would
promote an internal debate, early on, to identify and initiate the de-
sgn of key inditutiond and dructurd reforms, as wel as define imple
mentation priorities and optimum sequencing. And to be effective,
this internal discussion and program preparation-which would in-
clude identification of priorities for and substance of the agency-spe-
cific reforms, implies a time-consuming, participatory process. The
preparation of prevention measures, therefore, by definition cannot
beinitiated at alate stagein this process.

Further, a sustainable participatory process, extending far beyond
the iniid awarenessraisngand “mobilization” stages, is likdy to prove
crucia during the implementation of reforms. The experience of the
scorecard method pioneered by Sam Paul, the public sector reform
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specialist heading a local NGO in Bangalore, India, illustrates how
powerful such integration can be. The periodic application of the
“scorecard evaluation of local public services by the citizenry {includ-
.ing reporting on bribery and extortion), as well as the discussion and
«dissemination following each survey, provides continuous input for
governance improvement and reform at the municipal level.

Another example is provided by the reformist initiatives of the
governor of Mendoza, Argentina. Among other innovations, civil so-
ciety became involved in both the design of new public procurement
approaches (participating in the decision-making on transparent rules
that would govern public procurement), as well as in the execution
of such institutional reforms regarding procurement (open public
meetings and bidding procedures, transparent data dissemination,
etc). Similarly, a number of localities throughout the world have em-
braced a participatory process in the adoption of municipal budgets,
one which involvesopen public meetings, community decision-mak-
ing and transparent and pro-active disclosure of information through
electronic and print media

[1l. Towards Methodological Rigor Relevant for Action:

Insights from Public Finance?

Practitioners in the field of anti-corruption often feel that rescarch-
erstend to be removed from the real world, operating in a universe of
abstract concepts--1n contrast to the urgent needs for practical ac-
tions on the ground. The often abstract and non-empirical nature of
much research in governance and related fields has perpetuated the
notion of a “divorce” between researchers and practitioners. Y et re-
cent empirical investigations into the causes of corruption provide
new insights informing and influencing policy.

Further, advances in the field of survey diagnostics provide a
bridge between research and action. Admittedly, this progressis still
nascent; refining such instruments while additional countries are sur-
veyed is an important short-term goal. This refinement promises to
enhance our ability to translate such in-depth diagnostic tools and
data analysis into concrete anti-corruption program and policy op-
tions. Such empirical progress in the study of corruption does not
suffice, however: analytical frameworks backing such data analysis
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are important for enriching and detailing the link between data and
policy recommendations.

It may at first appear unrealistic to aim for such concrete and
direct operational results from research on corruption. Some argue
that operational program design is best |eft to “policy wonks” or en-
forcement experts with long operational experience. Yet, particularly
in the field of corruption, such.a view may amount to missing an
opportunity. Serious “anti-corruption” action programs are in their
infancy, still populated by a number of myths and misconceptions
regarding strategies and policy implications. Such misconceptions
often result from the absence of in-depth analytical and empirical
underpinnings for the proposed anti-corruption actions.The preva-
lence of advice given to governments to create Commissions Against
Corruption (whether modeled after Hong Kong ICAC or not), is just
one example.

On the other extreme of the spectrum, many analytical papers
on corruption conclude with only a perfunctory paragraph with
rather generic “policy implications’ (which often are also debat-
able, such as“caution” against rapid liberalization, “care” in sequenc-
ing reforms, “tailoring” programs to country culture, “warning”
against privatization, etc.). Thus, a more explicit linkage between
empirical research and practical and implementable policy actions
in the field is called for.

Past advances in the research areas of commercial trade and in
macroeconomics may help place the nexus with the more practical
“what’ to do” about corruption in some perspective. From the late
svaties through the lde eghties there was a“revolution”in ressarch
and thinking about trade policy, resulting in a consensus on the ben-
efits of fairly liberalized trade regimes. A similar consensus emerged
during the cightics and early nineties on the benefits of austere stabi-
lization policies, that is, on the interplay between disciplined fiscal
and monetary policies, a stable exchange rate regime and low infla-
tion® Research played a critical role in devel oping the consensus on
policy advice, in tun influencing economy-wide reforms in these aress
throughout the world over the past dozen years Moreover, it was of-
ten the academic researchers who played a pivotal role in promoting
this new policy consensus.®
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To an extent, the parallel may apply here: the state of the art in
terms of “what to do” about corruption is today where our under-
standing of policy options stood in macroeconomics and interna-
tional trade about fifteen years ago. At such an incipient stage, the
value added of rigorous research can be considerable. Yet in an im-
portant sense, the parallel with the economic fields is far from pre-
fect: corruption is more complex and more difficult to address given
its interdisciplinary nature, its historical and political roots, and the
wide range of topics and issues that are usually subsumed under the
umbrella of “corruption.” Consequently, for it to be relevant, research
in corruption will need to probe further not just into empirics from
an economic standpoint, but also into its multi-disciplinary facets.’

Furthermore, a rather basic challenge -not addressed yet-re-
fersto how best to approach corruption asa field of inquiry. Should it
aim to be a freestanding field of investigation and academic training,
consistent with its belated yet acknowledged importance for devel-
opment and social welfare? Or, since corruption is increasingly rec-
ognized as an important symptom of fundamental institutional weak-
nesses, should it be integrated within existing fields of inquiry-which
heretofore have not paid sufficient attention to corruption? If the lat-
ter, into which fields of inquiry should corruption bc mapped?

Among others, Institutional Economics, Sociology, Political Sci-
ence, Public Choice and Microeconomics have provided some tools
and intellectual space for studying corruption. Y et, as suggested by
the Ukrainian Vice-Premier's remarks, there is also a’strong case to
be made for deepening the treatment of corruption within a Public
Finance framework. By so doing, a better understanding is likely to
emerge on a variety of important questions:

. How onerous is corruption as a “tax” (on the citizen or enter-
prise), and, more concretely, what types of corruption arc more
costly than others? In this context, the tax burden literature can
provide tools and insights and help us digtinguish between preva
lence of corrupt transactions of particular types and their costs
to  society. 3
How can the costs and benefits from different government inter-
ventions be rigorously evaluated, particularly those that may in-
crease or reduce the opportunities and incidence of corruption?
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. What are the losses to public finances (revenue leakages and ex-

penditure waste) resulting from corruption? How do such losses
undermine the provision of rule of law, and in turn further fuel
corruption and loss of public revenues?

- How can we deepen our understanding of the relationship that

exists among different regulatory regimes and corruption and
governance? Public finance provides powerful tools to under-
stand the role, costs and benefits of regulatory interventions,
which in turn have been shown to interrelate with corruption in
many settings.

- What type of incentives can be used to complement OECD and

other such international treaties and resolutions that discourage
bribery by foreign investors? Eliminating the tax deductibility of
bribes incurred abroad, and its criminalization by fiat may con-
stitute the easier first stage, analytically speaking (although not
in terms of execution). The upcoming challenge is to devise and
put in place more comprehensive incentive structures against
transnational bribery. This may include, for instance, differen-
tial penalties to the party involved in a corrupt transaction who
reports first, and structuring incentives for collective action
among business associations, NGOs and government agencies
to reduce bribery.

What is the link between the level and arbitrariness of taxes and
regulations, the reslting corruption and bribery, and the evolution
o the'shadow economy? What is the relationship between such a
shadow economy, the soundness of the public finances in a given
country, and the country's ebility to provide officid rule of law?
How can public finance agencies best be reformed? Much of the
challenge of implementation in the next phases of anti-corrup-
tion work will need to focus on concrefe action within such agen-
cies. Revamping customs and tax administration has emerged as
a priority in anti-corruption action programs developed by a
number of countries. While there is some clarity regarding what
type of improved agency is desired; there is considerably less
understanding on how to make this happen.

- What kind of budgetary instruments can be used to effectively

combat corruption? Particularly where rule of law institutions
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are woefully inadequate, anti-corruption initiatives that circum-

vent such legal institutions are needed. Public finance institu-

tions provide some opportunities for “circumvention”; for in-
stance in-depth study of unit costs in publicly procured goods
give the ministry of finance a powerful tool to identify waste and

. diversion of funds, and thus to restructure budgetary allocations.
. Decentralization, “Municipalization,” and Fiscal :Federalism arc
related areas where key challenges also abound. What isthe ap-
propriate set of incentives and allocation of fiscalland public ex-
penditure  responsibiliies  between the center and  the localities,and
how do different modalities affect efforts to control corruption?

Further, tools from newer academic fields (related to public fi-
nnncc) are also likely to provide important insights in delving deeper
into the analytics of corruption. Recent theoretical breakthroughsin
the arcas of corporate finance and contract theory (Grossman and
Hart) provide new approaches to understand the theory of the firm
and its applications. Such a framework and toolsdeals inter alia with
the firm’s control rights, as well asits cash flow rights, incentivesto
optimize performance, and the role and alternative arrangements of
supervisory boards and shareholder rights.

With the appropriate modifications, this framework can also bc
applied to governance in the public sector, to understanding why
bureaucrats and politicians behave the way they do(and not always
in the broader public interest,see Shleifer and Vishny), and tofurther
our analytical understanding of how “supervisory board” and “activ-
ig shareholding” functions can (o a dSgnificant extent) be performed
by civil society and also specialized institutions such as Parliamen-
tary audit agencies. In turn, this overall corporate governance frame-
work may help us understand more specifically which public sector
governance incentive structures are more prone to face high corrup-
tion and weak performance, and thus to evaluate in a technocratic
fashion the various policy reform options.

The recent advances in the field of auctiontheory and its appli-
cations (e.g. for telecommunications spectral bands in the US) may
also offer opportunities to optimize transparency and minimize rent
seeking in bidding processes. Similarly, new approaches being devel-
opcd to bid for infrastructure concessions by way of the privntc sec-
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tor (e.g. highway construction franchising in Chile-see Engel, Fisher
and Galetovic), utilizing cost-benefit tools, suggest that there may be
payoffs to collaboration between those involved in anti-corruption
and researchers working on frontier analytical issues related to de-
sign of auctions, procurement and concessions.

IV. The Empirica Challenge: Thd Empowerment of Data.

It was not long ago when the notign that corruption by its “intrinsic
nature” was impossible to measufe was accepted as a truism. This
view delayed the emergence of serious empirical analysis on corrup-
tion. As aresult many myths were perpetuated about its prevalence
(‘Africa as a continent is hopelesdly corrupt”), about its causes (“cul-
tural,”“absence of anti-corruption law,” “privatization and liberaliza-
tion"), and about its consequences (“the greese that oils the wheds of
commerce in over-regulated developing countries’).

Furthermore, the absence of sound empirical work provided
corrupt governments with a convenient “cover,” since the plethora of
writings and reports on corruption were relatively easy to refute or
ignore as long as empirical evidence was lacking. With the advent of
a myriad of new surveys and otl i‘er data gathering techniques and
approaches, such an era is over. A rich empiricd body of daa is emerg-
ing on governance variables and government performance in gen-
eral, and on corruption in particular.

The challenge ahead is to substantially broaden and deepen the
gathering, analyzing, and disseminating of this body of new data.
During the awarenessrasing anti<corruption dage the reliability and
rigor of data on corruption was not scrutinized. Whether the esti-
mates provided by a particular corruption index were accurate (or
methodologically sound) or not was of lesser concern during this
recent period-as long as it was put to use sensitizing civil society to
the corruption challenge, and mobilizing heretofore indifferent or
disparate groups.

The expectations of methodological and empirical rigor, how-
ever, have been raised. Increasingly, the media and opposition politi-
cians are utilizing and interpreting these indices asif they provide an
accurate account of a worldwide corruption ranking (even though
typicdly only about fifty countries or so ae covered by mog indices,
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and the margin of error in the ranking of a particular country canbe
very large). Thus, soundei survey data and methodologies are called
for in order to concretdly and responsbly assgt in making choices on
detailed action programs to control corruption. Where the method-
ologies and measurements lack rigor the data has proven too general
tto build relevant programs.

Fortunately, improvements are possible in the measuremerit of
corruption, in the construction of composite corruption indices, and
in the degn and implementation of suveys Additional surveys con
taining more specific and better framed questions about bribery and
corruption are becoming available. Therefore, in the near future we
can expect to have an improved and more reliable data bank on these
governance indicators. Y et the challenge of continuing to improve in
this area, while transparently acknowledging the shortcomings of the
data and methodologies at hand, still remains.

Indeed, the recognition of the limits of each single corruption
indicator or index does point to the desirability (for researchers and
policy-makers aike) of aways applying a multi-pronged empirical
approach in investigations and informed advise in this field. A find-
ing based on a lone indicator, regardless of its prominence, cannot
suffice. An initial research finding linking women rights to control-
ling corruption (as discussed above), for instance, requires further
support using various independent measures (and appropriate sta-
tistical controls).

Similarly, it does not suffice to obtain only citizen’ perception
data on public service delivery in order to infer that a particular judi-
ciary or tax instituiion ought to be the first priority in an anti-cor-
ruption campaign. Instead, the consistent finding ofsimilar (yet more
detailed) data results identifying corruption in, say, the judiciary
through the use of additional surveys of enterprises and public offi-
cials, and complemented by “hard data” collected through jurimetric
analysis of processing time and backlogs in courts (Buscaglia), Sig-
nificantly enhances the reliability of the empirical evidence and the
credibility o the actions it suggests.

Furthermore, wc need to move beyond the challenge of merely
attaining improved empirics through a multi-pronged approach to
surveys, to one of constructing a framework linking the analytical
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and empiricd reseach  with operationdly rdlevant  utilization. We need
to effectively utilize empirical analysis in the design and implemen-

tation of action programs. So far we have merely suggested some of
the elements in this empirical framework for concrete policy-mak-
ing; much of the chalenge il lies ahead. At present, with colleagues
a the World Bank-ED1 (and in collaboration with Tl and locd NGOs)

we are developing and field-testing a particular methodological ap-

proach integrating within one empirical framework the various com-
ponents.This framework is being applied in select transitional econo-
mies-starting with Georgia, Albania and Latvia, soon to be expanded

to other countries. Given the limitations of space here, and the ongo-
ing nature of such investigation, the details of the proposed frame-
work and of the ongoing implementation challenges will be presented
in detail elsewhere’. As a diagrammatic synthesis of the overall em-
pirical approach being developed, see Annex A below, which depicts
its various interlinkcd components.

Conclusion: The Challenge of Concrete and Informed Action
The challenges discussed here are by no means exhaustive. Further
debate and writings will focus on other chdlenges, such as the rdated
yet broader challenge to understand why thereis arelative dearth of
successful public sector reform in developing countries. And where it
appears that successes have taken place, the challenge becomes one of
identifying what particular measures and institutions account for the
lion's share of such success Poland may be an interesting case  study
to undertake in this context: a country where governance and eco-
nomic performance have been rather remarkable during the transi-
tion, particularly so in contrast to many other countries in the re-
gion. Reform was courageously undertaken in some areas, but which
were in fact the specific areas that produced the lion’s share of the
remarkable results? In other areas reform efforts lagged; how were
the potentially negative effects of so doing attenuated? Indeed, what
actually accounts for the remarkably superior governance perfor-
mance of Poland as compared to neighbors to the East, including the
former Vice-Premier's home, Ukraine?

A comparative study of Poland and Ukraine could answer some
of thee questions Similaly, dsewhere, there ae many possble pair-
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wise country comparisons where a rigorous study of governance may

provide valuable insights. Extending the concept of “pairing” to a
micro-institutional level also holds promise. Why is it, for example,

that one country manages to run an honest and effective customs

service, while a similar country suffers a customs service rife with
corruption? This same in-depth comparative case study approach can

be used to compare the institutional performance of ports, judicial

institutions, or public watchdog agencies, where effectiveness differs
notably. Similarly, comparisons between two contrasting public in-
stitutions within the same government, one that has successfully re-

formed, the other which has not, can yield insights. '

More generally, in this paper we have made a case for signifi-
cantly expanding the overall empirical approach in furthering the
goals of controlling corruption and improving governance. We need
to continue to probe, explore, and innovate, recognizing that we are
only in the midst of afast pace learning process. What we do know is
that working in partnership with local institutions ahd experts is es-
sential. Citizens of the country-be they in or out of government—
know their context better than outsiders. At the same time, the data
and lessons gathered from experience worldwide are beginning to
provide some very clear insights that need to be disseminated confi-
dently and widely. These insights, if effectively adapted, to country
conditions and complemented by political will, could prove decisive
in yidding concrete results. The chalenge of successful results on the
ground is still largely ahead of us.

In order to address such challenge, we need to embrace new ¢x-
pertise into this field, collaboratively joining forces with institutional
experts, aswell as statisticians and other skilled professionals within
and outside government.The time is ripe for this technocratic exper-
tise to make an important contribution-even if they were not in-
volved during the first generation of anti-corruption. Indeed, these
technocrats may not be “anti-corruption experts.” Yet their potential
impact in the next stage may be as important as that of the first gen-
eration anti-corruption visionaries and activists-whose enormous
accomplishments so far would multiply many fold in the next phase
through a close partnership with technocrats. We submit that in the
next stage of anti-corruption, reform of key judiciary institutions, or
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in public procurement, or of a dysfunctional regulatory agency (or,
say, demonopolization of telecommunications), will be worth much
more than many “high level” (and generic) corruption conferences
or anti-corruption papers. The challenge regards concrete and in-
formed action on difficult institutional reforms. <

Daniel Kaufmann is the Division Manager of the Regulatory Reform and
Private Enterprise Divison of the Economic Development Ingtitute (EDI) a
the World Bank.

The use of outside agency indices and data in no way constitutes official

World Bank endorsement of their precise country ratings in the variables
enclosed herein.

Notes

1. The political economy circumstances (and poor policy-making)
that prevailed in Ukraine since until late 1994 were not consis-
tent with IF1 lending. Thus, a conscious effot to cary out a (non-
lending) public education effort took place; it involved all stake-
holders in society in a participatory fashion. The weekly
roundtables with the media, policy makers and civil society was
one of many components in this effort.

2. Datais far more than a passive research tool. When well gath-
ered, analyzed and presented, survey data complemented by hard
financial information, is virtually impossible for authorities to
ignore (see details below).

3. Seefigure 2 and explanatory text in Kaufmann and Gray chapter
in this Volume.

4, For an eloquent exposition of the limitations of enforcement
measures, see the writings of Luis Moreno Ocampo, as well as
Roberto de Michele. Their knowledge and role in assisting the
province of Mendota in their transparency-oriented reforms is
dso noteworthy. See dso this author’s“Beyond Rule of Lawv: New
Anti-Corruption Initiatives’ (1998).
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5. The broad consensus of the first stage has not been fundamen-
tally challenged in spite of the fact that second-generation issues
have emerged in both fields-such as the mild and sporadic in-
terventionist implications of “strategic” trade policy, fixed ver-
sus floating exchange rate regimes, and the precise degree of fis-
cal “austerity” and interest rate levels desired (particularly con-
troversial in the case of the recent East Asiacrisis).

6. B.Balassa A. Kruger, J. Bhagwati, and M. Corden, for example,
on the opening of trade regimes, M. Bruno and S. Fischer on
macro-fundamentalism, J. Sachs and R. Dornbush on both areas
the above issues as well as on the exchange rate regime linkages.

7. Among other things, improved rigor in understanding what con-
stitute corruption, its costs and consequences are likely to reveal
that improvement in the measurement of corruption indicators
is much needed.

8  See Kaufmann, Pradhan and Ryterman (1998) for further de-
tails. Thiswork is of an interdisciplinary nature, involving close
collaboration between researchers, economists,-public sector
management, civil society and political economy experts
throughout the World Bank and other agencies. Many in addi-
tion to the paper authors'have contributed to this ongoing work,
particular mention is due to ACER ingtitute in Albania, GORBI
in Georgia, as well as A. Mukherjee, P. Keefer, N. Manning, P.
Zoido-Lobaton, S. Paul, J. Anderson, S. Bloemenkamp, K.
Henderson, Z. Preci, M. O'Donnell, E. Sutch and others.
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GOVERNMENT IN TRANSITION'

Regulatory Discretion and the Unofficial Economy

By SIMON JOHNSON, DANIEL KAUFMANN, AND PABLO ZOIDO-LOBATON *

Politicization of economic activity means
the exercise of control rights over firms by pol-
iticians and bureaucrais. In most countries pol-
iticians maintain property rights in firms,
typicaly in the form of residual control rights
as defined by Sanford Grossman and Oliver
Hart ( 1986). These control rights may have
served an ideological agenda in the past. but
they are often used to further the private
agenda of politicians and bureaucrats. A recent
literature has edtablished the presence of these
problems in countries as diverse as Peru,
France. Russia. and Ukraine (Hemando de
Soto, 1989; Andrei Shleifer and Robert
Vishny, 1993. 1994: Kaufmann and Paul
Siegelbaum. 1997; Shleifer, 1997). But how
widespread are these rights and how damaging
are their effects around the world?

The usual presumption in the economics lit-
erature iS that a predatory government simply

leads to lower total economic activity, but for.

Eastern Europe and the former Soviet Union
since 1989, Johnson et a. ( 1997) showed that
busnesses have responded to politicization by
going “underground.” Instead of registering
their activities. managers prefer not to pay
taxes and not to benefit from key publicly pro-

+ Discussants: Jean-Laurent Rosenthal. University of
California-Los Angeles: Yingyi Qian. Stanford Univer-
sity: Avner Greif. Stanford University.

« Johnson: Sloan School of Management. Massachu-
setts Institute of Technology. 50 Memorial Drive. Cam-
bridge. «: 02142-1347: Kaufmann and Zoido-Lobatén:
World Bank. 1818 H Street, N.W.. Washington, DC
20433. Johnson gratefully acknowledges support from the
Entrepreneurship Center at MIT. We thank Kenneth
Sokoloff. Jean-Laurent Rosenthal. Andrei Shicifer. and
Normal Loayu for discussions and suggestions. The au-
thors are responsible for the paper’s views. errors, and
omissions. Views expressed do not ncc:ssadly reflect
those of the affiliated institutions. The presentation Of in-
dexes here does not ¢onstitute an endorsement by the au-
thors of any individual country rating.

vided services, such as lega enforcement of
contracts. For these economies in transition
from communism, there is evidence of a
downward spiral, in which firms leaving the
official sector reduce dtate revenue. which re-
duces publicly provided services and further
reduces the incentive to register in the official
sector.” Most of the former Soviet Union has
thus ended up in a“bad” egquiiibrium with
low tax revenue. high unofficial economy as a
percentage of GDP, and low cuality of pub-
- licly provided services.

This previous work on transition economies
suggests that while formal rules may matter
in some instances, what really matters is how
regulations and tax rules are actualy imple-
mented. If the rules are fine on paper but of-
ficids have a great deal of discretion in
interpretation and implementation, this leads
to a higher effective burden on business, more
corruption. and a greater incentive to move to
the unofficial economy. This general idea
leads to three specific propositions. First, the
share of the unofficid economy in GDP should
be higher when there is more regulation and
more discretion for officids regarding how the
regulatory system operates. Second. the un-
officid economy should ‘be larger when there
is a bigger tax burden on firms in the official
sector, where “burden” on the rirm is the out-
come of how the tax system is administered as
well as what the rates are. Third. alarger un-
officia economy should be correlated with
weaker publicly provided services. as mea
sured by corruption and the “rule of law”
(particularly the legal protection provided to
private-sector  business  investments)

~—= | Norman Loayza ( 1995) has similar theoretical results

for Latin America. In his model. unregisiered firms usc
but do nor pay for public services. thus leading to con-
gestion costs for public goods. such as roads. and lower
growth,
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This paper finds support for these proposi-
tions in a broad set of countries for which there
exist at least’roughly comparable estimates of
the unofficial economy in the 1990's. We have
measures for the unofficial economy for 49
countries in three regions of the world: Latin
America. the OECD, and the former Soviet
bloc. A different methodology is used for each
region, but the numbers appear to be compa-
rable; see Johnson et d. (11998 ) for the detalled
edimates. The sample for our regressons var-
ies between 32 and 49 countries, depending on
the coverage of right-hand-side variables. We
have not found comparable data for the unof-
ficia economy in East Asia or for Africa, so
these countries are excluded from the regres-
sions. We use Brazil and Russia as illustrative
regional benchmarks throughout and aso re-
port on OECD-specific countries where
relevant.

L Regulaion and Bureaicncy

The Heritage Foundation's measure of reg-
ulation is higher, on a scale of 1to 5, for coun-
tries that had regulations that are worse for
business in 1996 (Bryan Johnson and Thomas
Sheehy, [997). This measure includes both
the forma rules and the way they are enforced.
The Czech Republic actualy receives the top
score: it is the only country in our sample to
get a pefect 1. Most OECD countries score 2.
Russia scores 4. while Brazil scores 3. Table
1 shows that a one-point increase in this index
is associated with a 14.7-percentage-point in-
crease in the share of the unofficid economy.
Controlling for log GDP per capita reduces the
coefficient on the regulation variable to 8.1.
but it remains significant.

The Global Competitiveness Survey reports
results from a 1997 survey of executives on
the extent of regulatory discretion and lax en-
forcement of rules, on a scale of 1 to 7 (World
Economic Forum, 1996). Russia has the low-
est score of 2.01. while Brazil rates better with
3.46. Most of the OECD countries score 4.5
or higher; Switzerland has the highest score
with 5.64 in our sampte. Singapore-had- the
highest score worldwide in the survey, with
6.36. Table 1 shows that a one-point-higher
score for this index is correlated with a 9.2-
percentage-point fall in the share of the unof-

MAY 1998

TABLE |—REGRESSIONS OF UNOFFICIAL Econowmy
(AS PERCENTAGE OF GDP) ON MEASURES
OF REGULATION

Regression
Independent  variable (i) (i) (i) (7] (vi)
Log GDP per capia -7.4. -74° -1.0
(1.6) 20 (29)
Measures of regulation
Reguiation® 1470 8.1
23 (2.8)
Regulatory
discretion® -92° -29
[{R))] 2.5
Bureaucratic
quality’ -8.5¢ -7.79
(1. Q3
RS 043  0.62 0.47 0.60 0.65 0.85
Number of

observations: 47 47 34 34 39 »

Regression
Indesendent variable (vii)  (viii)  (ix) (x} {xi) (xii)
Log GDP per eapia -1.4. -73¢ -1.0
. . (2.0 (1.5 (1.6)
Of regulation ( d)
Economic
freedom® -5 -0.8
(05) (08
Measure of taxation
Tax burden’ =117 =45
24) 0
Tutué - 33 18
o.n [( )]
R 038 054 0.43 0.68 0.37 037
Number of
observaions: 4 12 M m a2 &

Notes: Standard errors are 1n pareniieses. "
*A higher valge for this vanable sands TOF 2 bemer score for P

business.
* A higher vajye for this vanable stands for a worse score for prvate

business.
* Stausucaily significant 3t the S-percent level.

ficia economy. However, this measure is not
significant once we control for log GDP per
capita.

The 1996 International Country Risk Guide
of Political Risk Services measures expert
opinion of “bureaucratic quality” on a scale
of 1 to 6, where a higher score means that bu-
reaucrats operated in a more efficient and pre-
dictable way between 1990 and 1997.

Guatemala and Panama have the lowest score
of 1.44; Russia scores 3.19; and Brazil scores
4.0. The best OECD countries, such as the
United Kingdom score 6.0. Table 1 shows that
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a one-point increase in this index implies an
8.5-percentage-points decrease in the share of
the unofficial economy. Controlling for log
GDP per capita reduces the coefficient only
dightly to -7.7, and it remains highly
sgnificant.

Freedom House's 1995~ 1996 measure of
economic freedom is higher for countries with
“better” regulation (i.e., more pro-business),
on a scale of 0 to 16 (Richard E. Messick,
1996). The United Kingdom, the United
States, Denmark. Sweden, and Holland tie for
top position with a score of 16. while
Azerbaijan has the lowest score of 1. Russia
and Brazil score 7. Table 1 shows that a one-
point increase in this scale is associated with
a2.5-percent fall in the share of the unofficial
economy, but this coefficient loses signifi-
cance when we control for GDP per capita.

In summary, we find strong evidence that
less regulation (i.e., a regulatory regime that
is more busnessfriendly and presumably rep-
resents less political control rights) is corre-
lated with a lower share of the unofficia
economy. However, countries with a higher
income level also have a lower level of the
unofficial economy, so when we control for
income level two out of four regulation vari-
ables become insignificant at the 5-percent
level. The effect of bureaucratic quality and
the way regulations are administered appear to
be particularly strong. This supports the idea
that regulatory discretion is an important cause
of unofficid activity.

I1. Taxation

The 1997 Global Competitiveness Survey
rdes tax burden from the firm's dandpoint; a
highe e was gven when exenutives con
ddaed the tax sydem to be beter for busnes
on agde o 1 to 7 (Wald Economic Foum,
1997). This measure captures not just tax
rates, but also the way the tax system is ad-
ministered (e.g., if tax officias abuse higher
levels of discretion, this would likely trandate
into a worse score). Ukraine has the lowest
score in our sample, with 1.58,-and the United

centage points. Controlling for log GDP per
capita reduces the coefficient to -6.5 but it
remains significant.

The FHesx Inditte messre of top magnd
tax rates is higher for countries that had lower
tax rates, on a scaie or 1- 10, 1n 1995 (James

Gwamey and Robert Lawson, 1997). In this

case the index captures formal rates, but not
the way the system is administered. The
“best” tax rates are in seemingly unlikely
places. Bolivia and Uruguay both score a per-
fet 10’ The wod (i.e, highed) tax raes ae
in ltaly, Belgium, Sweden, Denmark, and Ro-
mania, al of which score the lowest attainable
value of 1 The United Sates soores 7, ad the
‘United Kingdom scores 5, while Russia and
Brazil both score 8. Chile scores 4, which is
the best in Latin America Table 1 shows that
a one-point increase in this index is actually
associated with a 3.3-percentage-point in-
crease in the share of the unofficial economy

~(i.e., countries with lower marginal tax rates

actually have a larger share of the unofficial
economy). Controlling for log GDP pa cgita
reduces the codffident on this index to 19, but
it remains significant.

The contrast between the results of these
two tax variables points to the importance of
how the tax and regulatory system operates,
rather than the nature of the formal rules.
Countries with high marginal tax rates but a
low tax burden (as evaluated by executives)
actually have a low share of the unofficial
ooy a< 2 nercentage of GDP (eg, Scar
dinavia: Bee Fig.. I'). Russia has relativelv lnw
marginal tax rates but was rated with a high
tax burden because of the way the tax system
operates. and thus it is associated with arela-
tively high share of the unofficia economy in

GDP.
I1l. Rule of Law and Corruption

Political Risk Services 1996 International
Country Risk Guide contains a “rule-of-law
index” which is higher where the law-and-
order tradition was stronger during 1990-
1997, on a scae of O-6. The United States

Kingdom has the highest score, with 4.60. _- .

Russia soores 180, ad Braml sooes 2220 A
one-point increase in this variable reduces the
share of the unofficial economy by 11.7 per-

- Bolivia's recent tax reform is presumably reflected in
this rating.
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World Economic Forum ( 1997).

and several other OECD countries achieve the
highest level of 6. In our sample. Colombia

TABLE 2—REGRESSION OF UNOFFICIAL ECONOMY

C!AS PERCENTAGE OF GDP)EN LecaL
IRONMENT AND CORRUPTION

has the lowest score of 1.4. Russia scores 3.5, = Cotustion
parency

and Brazil scores 3.4. Table 2 shows that a
one-point increase in the value of thisindex is
associated with a 10.6-percentage-point fal in
the share of the unofficial economy. In this
cae log GDP per capita is not significant, and
including this control variable reduces the es-
timated coefficient on the index only to -9.3.
The Heritage Foundation's index of prop-
ety tights is lower where property rights were
more secure, on a scae of |-5, in 1996
(Johnson and Sheehy, 1997). The only non-
OECD country to score a perfect 1 is Chile.
Four previoudy communist countries have the
worst score of 4: Romania. Ukraine, Georgia,
and Azerbaijan. Rusia and Brazil score 3. Ta
ble 2 shows that a one-point increase in this
index is associated with a 13.4-percent in-
crease in the share of the unofficial economy.
Contralling for log GDP per capita reduces the
coefficient to 8.0, but it remains significant.
In the Fraser Institute measure of “Equality
of Citizens Under the Law and Access of Cit-
izens to a Non-discriminatory Judiciary,” a
higher score means a “better” legal system
during 1995~ 1996, on a scale of 0- 10
(Gwamey and Lawson, 1997). Only Belgium,

Regression
Independent variable (i i () w v i
Log GDP per capica -1.9 ~48 ~5.2°
(.n (26) (L9
Legal enviroament
ICRG rule-of-law
index. 1990-
1997 -10.6.  -9.3’
(1.0) [¢R))
Propeny rights” 1340 8.0
[ 18) Q8
Equality of citizens
before the law* -5.8* .23’
, 06 (08
R’ 0. 018 035 038 033 060
_Numberor
observanons: 39 39 47 47 43 43
Regression
Independent vanabic (vii) (i) lix) (x) (xi) (xii)
Log GDP per capita -4.0° -5.8’ -6.5°
i) (25 (.9
lnternational
(extended)* =51t =35
0.7 (1.1)
World Economruc
Foeum* -8.0° -39
(13 <n
lmpuise’s exponer
bribery index® 17* 08
0.4 (0.8
R: 0J7 0.60 055 0.62 036 0Jo
Number of
observauons: 43 43 u M 4 “

Notes: Standard erTors are in parentheses.
* A higher vaiue for this vanable sands for 3 bener score for private

business.
® A higher value for this vanable stands for 2 worse score for pnvate

business.
" Cmi

Ily significant at the 10-percent level
* Suatistcally significant at the 5-percent level.

7.5. Russia scores 2.5, and Brazil scores 0.}
Table 2 shows that a onepoint increase in this
index implies a 3.8-percentage-point fal in the
unofficial economy’s share of totd GDP. Con-

" In most Asian countries. this index is highly corre-
lated with measures of corruption. Thus. Hong Kong and
-Korea score 7.5 on this Fraser Institute measure. while

Holland, Sweden, Norway, Denmark, and_""rhaﬂand. Malaysia, and Indonesia score 2.5. Singapore is

Switzerland get the top score of 10. Italy, the
United Kingdom, and the United States score

again an anomaly because it scores 0 on this measure,
despite having very little corruption.
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Unofficial Economy
(Percentage of GDP)

Low CORRLITION HIGH CORRUPTION
Corruption  Index

Fiowre 2. UnoFmiciaL Econowy AND CORRUPTION
Nores: Unofficial-economy estimates are from Johnson et
al. (1998): the corruption index is from Lambsdorff
(1998). -

trolling for log GDP per capita reduces the co-
efficient to -2.3, but it remains significant.

The extended Transparency International
measure of corrupton, prepared by Johan G.
Lambsdorff ( 1998), scaled O- 10, covers 43
of the countries in our sample for 1997.* It is
higher- for countries with: Fess, corruption. In
our sample, Denmark has the highest score
with 9.94 and Bolivia has the lowest in our
sample with 2.05. Russia scores 2.27 while
Brazil scores 3.56. The best Latin American
country is Chile with 6.05. In Table 2 a one-
point increase in this index implies a 5.1 per-
centage point fall in the unofficial economy,
and a 3.5-percentage-point fall when the log
GDP per capita control is included.

In the Globd Competitiveness Survey mea
sure of bribery, scaled 1-7, a higher score
means less corruption in 1997 (World Eco-
nomic Forum. 1997). Among countries for
which we aso have data on the unofficia
economy, the highest score is Sweden with
6.61. The lowest scores (under 3) are for sev-
eral Central American countries. as well as
Russa which scores 2.72. Brazil scores 3.75.
Table 2 shows that a one-point increase in this
index implies a reduction in the share of the

. ‘This index requires that countries have had only two
(rather than four) surveys. Even in the extended sample,
apart from Hong Kong and Singapore. all the other coun-
tries that score above 65 arc long-standing democracies.

unofficial economy by 8.0 percentage points
(without the control variable) and by 3.9 per-
centage points (if we control for log GDP per
capita).

In the Impulse index of corruption. a higher
score means more corruption  (Peter  Neumann.
1994) * Russia and Brazil are both awarded 4
out of 5 The best score of 0 is awarded to the
usuad OECD countries plus Lithuania. As
usual, Chile is the best-ranked Latin American
country, awarded a score of 1. As Table 2
shows, a one-point increase in this index is
associated with a 1.7-percentage-point in-
crease in the share of the unofficial economy.
However, controlling for GDP per capita re-

“duces the coefficient by more than half and

makes it significant only at the 10-percent
leve.

In summary, the relaionship between share
of the unofficial economy and rule of law (in-
cluding corruption) is strong and consistent
across seven different measures. Countries
with more corruption have higher shares of the
unofficial economy ¢see Fia. 2). This :s true
even when we control for income [evel. T

IV. Condusion

The model of Johnson et a. ( 1997) has
three predictions that find support in the avail-
able cross-country data. First, countries with
more regulation rend to have a higher share of
the unofficial economy in total GDP. Second,
a higher tax burden, as perceived by business,
leads 10 more unofficid activity. Third. coun-
tries with more corruption tend to have a larger
unofficial  economy.

This evidence suggests. athough it does not
prove, that the extent of regulatory discretion
is a key determinant of underground activity.
Lax regulations in settings with undisciplined
bureaucracies and weak rule of law allow of-
ficials to decide individual cases without ef-
fective supervision. This creates conditions
ripe for corruption (see Kaufmann and Jeffrey
Sachs, 1998 ) . Under sv~h circumstances,
many firms choose to operate underground.

.

¥ Among the 103 countries surveyed. the worst SCOME is
awarded to Bangladesh. Myanmar (Burma). Indonesia,
Iran. Nigeria Pakistan. the Philippines. and Thailand.
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